the LEC Price Cap QOrder. A LZIC -r-at was not able =2 achi.eve

higher productivity Jrowstli tnan -re Commission s standard weoull
need a LFA in each year <2 ach:ieve zhe 10.25% lower ad;uszment
Level, after the LFA was reversec each year. Thus, Bell
Atlanzic .nadvertently shows 1n this chart that if the
Commission did not allow add-back., 1t would impose a higher
productivity standard on underearning LECs than it adopted in

the LEC Price Cap Order.

Bell Atlantic includes different ptodﬁCtivity changes
in chart 1-4 to produce the same underlyging rates of return as
in chart 1-3, before add-back. By including arbitrary and
unjustified productivity changes from year to year, Bell
Atlantic makes it impossible to compare the results solely due
to add-back vs. not adding back. This chart also implies a
higher productivity standard because, after add-back, the LFAs
in years 2, 3, 4, and S are lower <than in year 1. Moreover,
SB8ell Atlantic s methodology makes i1t appear that the shar:ing
and LFA amounts are all attributable to year 1 when, in fact,
they reflect the cumulative effect of LFA amounts for each
year.

In charts 2-1 and 2-2, Bell Atlantic omits the
productivity changes, but it miscalculates the year 3, 4 and $
revenues. Bell Atlantic reverses the year 2 LFA twice in year
3, which should show the same revenues as in year 2 plus half
the LFA amount for underearnings in year 2. These errors
affect the calculation of LFA amounts for all yolr;ziftor year
2. Chart 2-2, because of these errors, incorrectly shows thacz.

even with add-back, the LEC earns .ess than the 10.25% minimum



rate of returnl. However. as <the C-mmission demonstrated .o -ne
NPRM, add-back shouid al.ow an underearning LEC to earn up =2,
but nct more than, the lower ad-.stment amount of 10.25% when
all other facrtors are held constanz.

Ameritech disputes the Commission's observaticn zhat
the failure to include add-back creates a "see-saw"' effect on
earnings by presenting charts that allegedly show that, without
add-back, the rate of return "stabilizes naturally.”lo The
flaw in Ameritech's reasoning is that the rate.of return
"stabilizes" too high. Based on a 14.25% rate of return, a LEC
should earn 13.25% after sharing 50% ofmgovonuos betwveen 12.25%
and 14.25%. Ameritech's exhibit shows that, without add-back,
the LEC's rate of return stays well above 13.25% in years 3
through 6. The rate of return "stabilizes" (that is, the
see-saw effect becomes less pronounced over time) only because
sharing is limited to 50% of a LEC's overearnings. This was
shown in the graph attached to the NICs' initial comments in
this docket. For a LEC earning below the lower adjustment
level, the "see-saw" effect continues at the same magnitude
because the LFA is based on 100% of the LEC's underearnings.

Ameritech also argues that add-back "pushes" a LEC
into;tho sharing zone in subsequent years even if it only

11 In Ameritech's example, a

overearned in the first yba:.
LEC earns over 12.25 percent in the first year but not more

than 12.25% in the second and subsequent years, without

10 aAmeritech at p. S and Exhibir 1.

11 Ameritech at p. 6.



add-back. With add-tack., Armer:-ecn shcws that <he sharing

[\

amount caused -y year . tRhrcws -ne LIC in%c shar:ing £cr vears

- . - .
~hat the sharing ckhligaz:icn

73]

and 3. What Americech 1gncres
in year 2 would be reversed .n vear 3. If the LEC earned
12.25% in year 2 with sharing, tut without add-back, 1= would
earn in excess of 12.25% in year zhree after the shar:ing
reversal. Therefore, the see-saw effect would occur., and <he
LEC would share the proper amount only every other year.
Add-back is the only way to properly calculate the LEC's

sharing obligation each year

US West argques that add-back causes a LEC's calculated
rate of return to rise each year even when its underlying
operational results do not change 12 However, its analysis
conveniently assumes that the LEC s API is 10% below its PCI,
so that the LEC does not have to change its rates despite the
sharing adjustment to the PCI. Since sharing has no effect on
actual revenues in US West's example, it is impossible to
evaluate the effect of add-back If the LEC's APl were equal
to its PCI, its rate of return after add-back would be the same
each year. That is, if the LEC earned 14.2%5% in the first
year, its normalized earnings would be 14.25% in the second
year, after add-back of sharing revenues. This would produce
the same sharing amount in the third year. The LEC's
underlying rate of return would remain at 14.25%, and its

actual or booked rate of return would be 13.2%%, after shar:ng,

each year after the base year  Thus, add-back does-'not infl.ate

12 ys west at p. 8.
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eizher the LEC s underlying ra-e cf rezurn or its repccrted r-a

ot

s
of return -- 1t simply ensures --a< the rate of rewurn far
purposes of computing a sharing cbl:3ation is not artificially
reduced by the amount of shar:n3 f-om the previous year.
Finally, MCI objects that add-back (that is, removal)
of LFA revenues permanently exc.udes LFA revenues from a LEC's

13 wc: aores that if LFA

rate of return calculations.
revenues due to underearnings in year 1 are removed from the
rate of return calculaction in year 2 through add-back. the
revenues for both years are below actual billed revenues.
However, this does not in any way undersmine the earnings
backstop mechanism. In effect, LFA revenues under add-back in
year 2 are treated as having been ‘'earned” in year 1.~ It only
appears that total billed revenues are not included in the rate
of return reports because the LEC does not retroactively change
its rate of return for year 1. ’f the revenues that were
removed from year 2 were included in year 1, the LEC's earnings
for both years would be at the lower adjustment mark of

10.25%. This shows that add-back allows the LEC to recover
underearnings in the previous year, and no more. The LFA
revenues must be removed from the rate of return report for
yeat 2 to properly calculate the LFA needed for year three to
maintain the 10.25% rate of return after reversal of the year 2

LFA. Without add-back, the LEC's rate of return would be below

10.25% for the entire period.

13 MCl at pp. 8-9 and Table 1.



Thus, none cof these ara.yses does anything =0
undermine the Commissicn s Zemcns<rzazion ¢f =he need =2

~crmalize earnings by adding zack shar:ng and LFAs.

(8]

II. LOWER FORMULA ADJUSTMENT REVENUES MUST BE REMOVED FROM
EARNINGS TO COMPLY WITH THE PRICE CAP MINIMUM RATE OF

RETURN

MCI supports add-back 2f¢ sharing amounts but not of
LFAs. MCI cannot have it both ways. Add-back performs the
same function whether it is applied to sharing or LFAs -- it
normalizes a LEC's rate of return for purposes of computing the
sharing obligation or LFA amount for the next period.

MCI complains that removal of LFA revenues excludes
revenues actually billed to customers.l‘ Add-back of sharing
could be criticized on the same basis, because it includes
revenues that were not billed to customers during the current
reporting period. In both cases. add-back simply removes the
effect of additional revenues (:n the case of an LFA), or of
revenues that were not collected (in the case of sharing) in
the current period due to events that occurred during the prior
period.

MCI maintains that, under the previous rate of return

redqulation, the Commission never allowed the LECs to exclude

revenues for purposes of computing their oarninqs.ls This 1is
incorrect. Under the rule that the LECs must report "earned”

revenues during a reporting period the LECs have always

14 MCI at p. s.
15 MCI at p. 11.



excluded revenues from Dackdb....nZ (revenues collected in zne
current period for services =ha: were provided in a previcus
period) from their reported earr.ngs under both the rate of
return and price cap systems. L_FAs are similar to backbilling
because they are "'earned” 1n the previous period when the LEC
underearned, and because they dc¢ not reflect the revenues that

the LEC would otherwise have col.ected during the reporting

period.

MCI also argques that the LECs never normalized rate

increases under the rate of return rule.16

—

This is true only
because there were no out-of-per.od ra£; increases under the
previous automatic refund rule, which had no mechanism for
correcting underearnings in a previous period. Had the
automatic refund rule included a mechanism for rate increases
due to earnings in previous periods, the LECs would have been
required to report "earned” revenues by excluding those
revenues from the period in which they were received. This is
similar to the treatment of refunds. Whether refunds are made
through credits paid directly'to specific customers or through
prospective rate reductions, the LECs must normalize their

revenues in the same manner by adding-back the refunds to their

16 1d. MCI points out that the LECs did not normalize rate
increases due to midcourse corrections under the rate of
return regime. However, midcourse corrections were not
out of period events. Those rate increases occurred
during the reporting period to re-target earnings to the
authorized rate of return during the remainder of the
reporting period. Because they were not designed to
recover underearnings that occurred during previous
reporting periods, there was no need to normalize the
revenues from those rate charges.



rate of return reports. Fcr The same reasons, it is LIre2laevin~-

whether a LEC receives ous 2f zer::-4d revenues in <he form =4

exc.ude those revenues frcm 1ts 2arnings to report earned
revenues for the current repcrt.ng period.

MCI also criticizes add-rack when applied to LFA
because it "quarantees’ that a LEC will earn at the lower

17 MCI argues that the Commission

adjustment mark of 10.25%.
did not establish 10.25% as the minimum rate of return for
price cap LECs.la It notes that under the previous rate of
return regime, the LECs were required to refund overearnings
but were not allowed to raise prices for underearnings. This
is true, and it is also why the automatic refund mechanism was

19

overturned in ATST v. FCC. The court found that a system

that automatically refunded overearnings but provided no rel:.ef
for underearnings would, over time, drive a carrier's recurn
below the minimum level that the Commission had determined was
necessary for the carrier to stay in business. In the LEC

Price Cap Order, the Commission avoided the flaw in the

automatic refund rule by adopting a minimum rate of return

17  MCI at pp. 12-14. MCI does not object to the fact that
add-back "quarantees"” that a LEC in the sharing mode w:..
not earn more than the maximum of 14.25%. While MCI's
self-interest in policies that will reduce rates is
understandable, the Commission must adopt a consistent
approach to add-back for both sharing and LFK4’

18  MCI at pp. 10-12.

19  american Tel. & Tel. Co. v. FCC, 836 F.2d 1386 (D.C. C.-
1988) .
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along with a mechanism -- =he _FA -- to provide relief s

carrier that earned helow =he _:wer .imi=.

(oW

The Commission adcgted -re lcwer adjustmens mark based

1

on izs unequivocal finding that a LZIC earning less than 10.25%

over an extended periocd of <-ime wou.d be unable to maintain

20 By setting the lower .imit 100 basis points below

service.
the authorized rate of return of 11 25%, the Commission gave
underearning LECs an incentive to improve their productivity,
without setting the lower limit so low as to endanger their

21 MCl's issue is not with the

ability to remain in business.
NPRM, which does nothing more than ensufe that the LFA is
properly computed fo bring earnings up to 10.2%%, but with the
price cap system that the Commission adopted in 1990. These
arguments are irrelevant to the NPRM, and MCI should reserve
them for the Commission's upcoming review of the price cap
system.

The NPRM demonstrates that if LFA revenues are not
removed, an underearning LEC may earn at 10.25% in some years,

but that the "see-sav" effect would ensure that the LEC would

underearn over an extended period Thus, a failure to exclude

20 see LEC Price Cap Order at para. 148.

21 LEC Price Cap Order at paras. 164-65. Thus, Bell Atlantic
misses the point when it quotes the LEC Price Cap Order o
arque that the Commission rejected the notion that the
price cap system should guarantee the LECs that they will
achieve earnings at the full rate of return. $ee Bell
Atlantic at p. 3. The "full” level of the préscribed rate
of return is 11.25%. The backstop mechanism that the
Commission adopted only increases LEC earnings up to
10.25%, in order to retain an incentive for increased
efficiency.



LFA revenues wou.d clear.y e ircins.stent with rhe

Commission’'s price cap dacks=cr —ecnanism £or low earnings.

IV. SHARING DOES NOT HAVE TO BE EQUATED WITH REFUNDS TO
cJUSTIFY ADD-BACK

Some of the commenters oppose add-back on the grounds
that the Commission is attempting to turn the price cap'sharing

22

mechanism into a rate of return refund mechanism. They

argue that refunds are backward-looking attempts to correct
past overearnings, while the price cap backstop mechanism is a
forward-looking effort to re-target eafﬂ!ngs.23 Some even
argue that add-back is prohibited because it constitutes

‘ These arguments miss the point.

retroactive :atemaking.z
Regardless of whether sharing is a refund mechanism or not,
normalization of a LEC's rate of return is necessary to
properly implement the policies ~hat the Commission adopted in

the LEC Price Cap Order.

The Commission's policies on sharing and LFAs are

quite clear. Sharing and LFA amounts are calculated based on

22 ‘s#l "SGI GT! ‘t p- 5.

23  see, €.9.. MCI at pp. 18-19.
24 see. ©.9.. GTE at p. S; Ameritech at pp. 2-3. Ameritech

misquotes the Commission's Price Cap Reconsideration Order
by making it appear that the Commission decided that
"Sharing is intended as a means of sharing prospective
productivity gains, and not a refund mechanism.”

Ameritech at p. 3. The language it quotes ifa summary of
the comments of BellSouth in that proceeding, and it :s
not a finding by the Commission. See@ Policy and Rules
Concerning Rates for Dominant Carriers, CC Docket No
87-313, Order on Recons:deration, FCC 91-115, released
April 17, 1991, p. S50 n. 148




the base year, :.e. , past per:sd, rate of return. The shar:ing

and LFA adjustments that are ca.:u.ated in this manner are ~ace
to the future period rates as a :ne-time adjustmenz. Thus,
these adjustments are not designed zo target future rates %o a
particular rate of return; they are always calculated with
regard to past period earnings. It is too late in the game for
a party to oppose this process or to characterize it as
retroactive ratemaking, since the period for petitions for *
reconsideration of the price cap policies has long passed. The
only issue at this point is whether add-back is necessary to
carry out those policies. The NPRM cldiily demonstrates that
it is. Without add-back, a LEC s rate of return does not
reflect its underlying financial results, and it is impossible
to enforce the earnings limitations of 10.25% on the low end
and 14.25% on the high end.

V. THE NPRM CLARIFIES, RATHER THAN MODIFIES, THE REQUIREMENTS
OF THE COMMISSION'S PRICE CAP RULES

BellSouth disputes the Commission's characterization
of the NPRM as a clarification of the requirements of the price
cap rules, rather than as a rule change, and it argues that the

Commission cannot apply a rule change :otroactivoly.25

25 see., e.9.. BellSouth at pp. 3-9. §§g algo ATST at p. 6.
BellSouth also cites the NPRM for t ?tOPOIition that
ratepayers would be harmed by retroactive application of
add-back because it would increase rates by $20 million.
BellSouth at p. 8. This is incorrect. BellSquth cites
the Commission's calculations of the 1992 sharing and LFA
amounts, which do not represent the impact of add-back on
1993 sharing levels, which are affected by the LECs'
underlying 1993 rates of return. The NTCs calculate that
add-back would reduce nationwide access rates by over $20
million if applied to 1993 rates.

-



SBellSouth rests i1ts case entire.v cn =he technicalities <f =-ne
Form 492A repor+, and .t 2ces nc- refuce zthe Commissicn s
f£indings that (1) the exisz:n3 r..es place the burden cn =he
LZCs to calculate sharing amecuncs :n accordance with the
Commission's sharing mechan:sm, and (2) the only way to
properly calculate a LEC's shar:ng obligation is to add back
the effects of sharing or LFAs for previous periods. Nor doces
BellSouth dispute the fact that the Commission retained the
Form 492 requirement that LECs report earned (i;g;, normalized)
revenues. These requirements, which predate the NPRM,
effectively refute BellSouth's argument that the NPRM proposes

retroactive rule change. Clearly the NPRM merely clarifies
the requirements of the Commission's price cap rules, and the
principles described in the NPRM apply with full force to the
issues in the pending investigation of the 1993 Annual Access
Tariffs.

BellSouth is wrong 1n i1<s analysis of how the revised

Form 492 requires the LECs to report their rates of return.
BellSouth notes that the previous Form 492 report contained a
line 6 to itemize refunds in the base period, and that it
reduired the LEC to subtract this amount from the operating
incéme on line 3 to produce a ‘net return” on line 7. In the
revised Form 492A, the Commission retained a line for
FCC-ordered refunds (line 7) and it added a line for sharing
and LFA amounts (line 6), but it did not retain a final line
that would have required the LECs to add-back the sharing/LFA

amount or the FCC-ordered refund amount to produce a “"net



L . 26
return’ similar <o zhe previcus ..ne 7. According =9
Bellsouth, this 'makes it clear -1at add-back' forms nc parc:
of the rate of recurn calculations .nder the LEC price cap

27 :
2 Thils argumnent zroves too much. If <the

orders or rules.
absence of a final line requiring <he LECs to add-back
sharing/LFA amounts on line 6 were dispositive, then the same
would be true of the FCC-ordered refunds on line 7. Yet, even
Ameritech admits that the LECs must normalize their revenues cn
line 1 by adding-back the FCC-ordered refunds om line 7,28
Thus, the fact that these items are broken out on lines 6 and 7
does not mean that the Commission changed its rules on
out-of-period adjustments. To the extent that sharing/LFA
amounts, FCC-ordered refunds, backbillings, and credits for
overbillings are calculated and applied with reference to past
periods, the effect of these items must be excluded from
"booked" revenues to show "earned revenues on line 1. The
fact that the Commission modified the Form 492 to eliminate
separate calculations of the effect of refunds does not mean
that the Commission amended its normalization rule sub silentic.
Thus, the rule has always been that the LECs must
normalize their revenues for all out-of-period events,

including sharing/LFA revenues. [n addition, normalization

through add-back is implicit in the rules on the backstop

26 gee BellSouth at pp. S-6.
27 14.
28 gsee Ameritech at p. 3.



sharing and _FA mechanism. N2 c:rmrmenzer nas provided any

evidence to the ccnrtrary.

VI. THE NYNEX TELEPHONE COMPANIZS AGREE THAT THE COMMISSION
SHOULD ENHANCE THE INCENTIVES FCR THE LECs TO BECOME MORE
SFTICIENT 3Y ELIMINATING SHARING IN ITS REVIEW OF THE
PRICE CAP RCULES

Several parties argue that add-back limits the

incentives for the LECs to become more efficient by limiting

29

their potential earnings. We agree. However, that is

because add-back enforces the 14 25% upper limit on earnings

that the Commission adopted in the LEC g}ice Cap Order. Such a

limit dampens the incentive of the LECS to take risks when
investing in the domestic network infrastructure because their
potential gains are limited. The price cap system already
protects ratepayers through the caps on price increases. There
is no need to engraft further "protections” by placing an
inflexible ceiling on the earnings that the LECs can achieve by
investing in the telecommunications network.

The way to encourage innovation and risk-taking is not
to re~interpret the Commission's existing rules on the backstop
mechanism by deciding that normalization never existed.

Rather, the Commission should amend its price cap rules to
eliminate sharing, which makes the issue of how to calculate
rates of return moot. For this reason, the NTCs support the
commenters that urge the Commission to eliminate sharing in the

upcoming review of the price cap rulos.3°

29 See, e.g., Pacific Companies at pp. 2-4; USTA at pp. 2-9%
30 see id. )



VII. CONCLUSION

For the foregoing reascns. :the Commission should adcor:

its proposed rule to clarify thaz tne LECs should add-back the
effects of sharing and LFAs 1in calculating their rates of

return for the backstop earnings mechanism.

Respect£u11§ submitted,

New Yock Telephone Company
- and
New England Telephone and
Telegraph Company

S A

d¥ard R. wholl
Joseph Di Bella

120 Bloomingdale Road
White Plains, NY 10605
914/644-5637

Their Attorneys

Dated: September 1, 1993
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I. INTRODUCTION AND SUMMARY

1. Under the Commission’s price cap plan. & local ex-
change carrier's (LEC's) interstate rate of return n one
year can be the basts for adjustments (0 that carrier’s price
cap indexses in the following year. This rate of return
"backstop” is intended to tailor the plan to the circum-
stances of indindual LECs. while assuring that cusiomers
share 18 productivity gains. In order to preserve the effi-
ciency incentives of price caps. this adjumment to the
indexes applies only to the next yesr's allowadie rares. and
only if the LEC’s rate of returm falls outside a broad range
around the rate of return used to hegin LEC price caps.

11.25 percent. The LEC generally begins to share haif of its ’

earnings with customers deginning &t a 1225 percent rate
of return: all earnings above 16.15 percsnt are returned to
customers through this adjustment. Simiigrly. at the low
end. if the LEC's earmings fall below 10.25 percent. an
upward adjusiment (n the price cap indexes is permutted in

‘the following vear.

2. LEC price cap rawes took effect on January 1. (991,
and the first appticanon of this sharing and lower adjust-
ment mecnanism ocsurred in the annusl 1992 access ariff
filkngs. which were filed in April 1992 and took effect on
July 1. 1992, LECs with rates of return sbove 12.2S percan:
Jduring 1991 jowered their price cap ndexes by a total of
$76.8 miition (0 share earnings. LECs wuth rates of return
helow 10.25 percent increased their indexes by a towi of
§96.6 million.

' Aamendment of Part 63, laersuate Rawe of Return Prescrip-
tion: Procedures and Methodoiogies to Estadlish Reporung Re-
quirements. CC Docket No. 8-127. | FCC Reg 982, vse.S°
(19%8).

© id. 31 %01)-90!. Appendix C.

[n tnre annual 1993 access tariff fiiings. an ssue -a
17.5&N A8 .0 NOW S5UCh snanng and ower eny ayjusiments o
‘ne oJrice cap indexes shouid pe reflected n tne rate o
-erurn used (O determine snaring and (ower formuta adiux-
ments in the foilowing vear. Some price cap LEC, nave
proposed that the rate of return useg (0 compule tis vears
hackstop adjusiments should include (ne effects ot last
vear s backsiop adjustment. This approach wouid reduce
sharing amounts this vear for LECs who were subjec: (0
sharing last vear. However. under rate of return regulation
we nave required LECs (0 "add-back” an adjustment for
rate of return-based refunds from prior periods. “Add-
back”™ would also increase the lower end adjustment. and
thus permic higher rates. for LECs who received that ag-
iustment last year.

4+ QOur review of the LEC price cap plan. and the rules
and orders impiemencing it. indicates o us” that the
amounus of the backstop adjustments should probadly noc
oe included when computing the rates of return used t©
determine sharing and- lewer end adjustments 1n tne foi-
iowing vear. As we discuss below. we Delieve that "add-
back”™ is MOre consistent with the price cap pian as it was
adopted. Homr we recognuze that this 1ssue was neither
expressly distussed in the LEC price cap orders nor clesriy
addressed in our Rules. "Add-heck” aiso poses implementa-
tion issues that it may be usaful to air and resoive now that
ihe first wrifis raming this issue are defore us. Accordingly.
we are estabtishing this docket (0 seek comment on the
ientative conclusion discussed beiow. and on proposed cuie
changes. (0 incorporate "add-dback” clearly into the LEC
price cap rules.

1. DISCUSSION

A. Add-Back In Rate of Return Reguiation

S. Under rate of return regulstion. LECs refund
overesrnings above the prescribed maximum sllowable rate
of return. whether through direct payments (0 customers.
rate reductions in 3 subsegyuent tariff filing period. or dam-
ages awgrdes sfter complaints. Because the rate of return
prescription applies w0 a LEC's performance and rates
within 2 specific monitoring period. we have required
LECs 10 trest refund payments as adjustments (0 the period
In which the overearnings occurred. racher than 10 the
period in which the refund is paid.' )

6. This approsch is implemented by including a line-
iem on the rate of return monitoring report. Form 492,
which dispiays the amount of refunds associated wuh prior
enforcemant periods.’ The refunds are then "added back”
110 the (Otal returns used (O com?nu the rate of return
for the current enforcement period.’ The net rate of return
after add-hack 15 then used 10 determine compiiance with
the prescribed rate of return Jduring the new enforcement
period. and (0 compuie e amount of any refund obliga-
non.*

7 Section 65.000 of the Commission's Ruies. 7 CF R Section

a5 600,
‘ Sections 85.700-03 of the Commissions Rules. ¢~
Section 85.700«)3.

CFR
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B. The Rate of Return Bacxstop n the LEC Price Cap

Plan

A pure price cap olan seeks (o estabiish reasonaote
-ates bv capping prices rather than profis. For examoie. .n
our AT&T price cap plan maximum prices are Limited v 3
formuia tnat adjusts the price cap indexes (PCls) annualiv
mased on nflanion and a productivity target. not (nhe car-
rier's own costs.’ The Commussion was coacerned. how-
ever. (At a pure price cap plan mght produce unintenced
resulls as appued to the magy individual LECS and werr
varving operallonal ang econormic cireumstances.® For tnhus
reason. tm Commusuoa nciuded a rate of return-dased
packsop mechanismr rr the LEC price cap plan. The paan
retains productivity incencves by allowing LEC ea'.ru.mp 0
vary within a wide range around the (nitial 1125 percent
rate of return. Qutside that range. (he shanng and lower
formuia adjustment appiy 10 adjust the price cap index.

8 We anucipated that the backstop would operate in
much the same way as rate of return enforcement for LECs
still subject to rate of return regutation. Rates of return
would continue to be caiculated and reported in essentially
the same manner. Where we found that changes in the
appiication of the rate of return were appropriate. we
specifically adopted them. These changes included the
wider range of earmings. the exciusion of the LEC price
cap earnings threshoids from the rate of return
represcription process. and the deletion from earnings re-
ports of (nformation not needed under the price cap plan.’

9 We adopted the sharing and lower end adjusament
mechanisms both as rules and prescripuons. simiiar o the
prescription applied 1o rate of return carners.'® We aiso
made ciear that we expected the mechanisms 0 enforce the
earnings Limis we had adopted. in order to assure that
rates would remarn within a range of reasonabieness. and
that particuiar LECs could not retain unusually high earn-
ngs that were not¢ necessarily tied (O INCresses in pro-
ductivity. Section 61.45(d)(2) requires that price cap LECs
“shall make such temporary exogenous cost changes as
may de necessary o reduce PCls to give full effect 10 any
sharing of base period earnings required by the sharing
mecnanism...."” See atso Section 61.45(d )X L X vii).

C. The Add-Back [ssue for the Price Cap Backsiop

10 Our inal review of the record does not indicate
that any commenters n the LEC Price Cap rulemsking or
'n the subsequent reconsiieration proceeding discussed the
dJetails of rate of rerurn calculanons. or requested that we
eliminate add-back from the rate of return calculstions of
the LEC price cap plan. (n discussing and adopung
changes n rate of return MONItOFINg and reporng. we aiso
did not 1ndicate thac the add-beck provisions in Form 492,
which 1S used O repoTT reIuUrns. ware (o be changed.

————

' Report and Ora:r and Secomd Further Nouce of Proposed
Rutemaking. 4 FCC Rea 2473, 2922.33 (paras. (00-113) (imy)
(AT&T Prce Cap Order;: Errmum. 4+ FCC Red 3379 ( 1wnv),

Policy and Ruies Concerning Rates for Dominant Carriers.
CC Docker “o #7-313. Secomd Report and Oraer. S FCC Rcd
aTRO. ARl (1990) (LEC Prace Cap Order).

Far LEC: who elect 2 productiyyy factor of 3.3 percent
during the ‘anff year. the 50 percent snaring oviigation begins
for rater of return apove 12.2% percentT and LN percent sharing
begins at 16.25 percent. For LECs wno eiect the more cnatieng-
g 4. percent productivity fagtor. 50 percent sharing begins for
rates of return avove 1).25 percent. and 100 percent sharing

We mave 2150 examinel ne emaso . Jogm3oe 3m
Televe NA Ct COAUNUES [0 D€ AN 300rGn- aie jaL - oee.
Sr00aniy necessary COMpPONen: ot the 2acxksiop < ry 15 -
dscussed 1n tne LEC Price Cap Oraer ‘me arice -3z - a-
Trendec 10 Create incentives fOr Jroduciivicy zrawe -
Changes onorate of return each vear are useq as a measure
2T oproguctivity Jrowtn relative 0 'fe arice <ap targe: T -e
imounts of sharing or iower formula adiustmen: mple-
Tented (n one vear. however. reldte (0 proguctivits oertor-
Tmance :n a prior vear Thus. uniess aad-back occurs. (e
Telationsiip berween cate of return and 2roauClivity growRrn
Jecomes nitden.

.2 Second. withour add-back. aruficial swings in earn-
‘g5 Can occur As the examote :n Appendix A :llustrates
‘ne use of unadjusted rates Of return for nackstop caicula-
.0ns Create 3 "seesaw" effect on earnings. even i (ne
iarrier’'s operanonal performance was (he same ‘®ach vear
This can occur because the unadjusted rate of return effec-
ively double-counts the amount of the backstop adjust-
ment. once n the base vear and then again n :he tarniff
vear.

.3 Third and most important. add-back appears neces-
sary to the rate of return threshoids applied 1o determine
orice cap LB€s’ sharing obligations and lower adjustment
1ght are those we intended. The price cap pian gives the
“ECs substantial flexibility in their rates and earnings. to
encourage greater efficiency.. However. for the LEC, the
Commussion esiablished limus on ths flexibility and a
range of reasomabieness for LEC earnings. Without ada-
nack. the double-counting of hacksiop adjustments could
effectively parmic earnings outside the range of reasonabie-
1ess we designated. LECs would share less of their earnings
as they approach or exceed the Righ end of the range. and
would receive smaller adjustrmients when they (el beiow the
iow end of the range. In both cases. the effective rate of
return over me could fall outside the range of returns we
judged to be ressonable. Rates of return would not be
limiuted to the 16.25 percent maximum we established for
LECs eiecting a 3.3 percent productivity factor. nor would
earnings below 10.25 percent be adjusted upward to 10.25
percent. This effect is illustrated in the exampies in Appen-
Jdix A The exampies aiso show that this discrepancy couid
ope quue significant. [n the current annual access anff
filings. use of the unadjusted rate of return for computing
this year's hackstop mijustments wouid permut rates of re-
turn that wouid be on average 0.2 percent higher ar the
upper end. and 0.5 percent lower 3t the low end than the
adjusred rate of return. For individual LECs. the effect s
often grester stiil. as much as 2.0 percent above and 09
percent beiow the rate of return calculated without the
adjustment.'' The add-dack adjusiment corrects these de-
viations and sets -the backsiop rate of return limies at the
ievels we selected in the LEC Price Cap Order

pegins at 1728 percent. The luwer formuls adjustment remains
3t 10.25 percent 1n both cases. LEC Price Cap Order 5 FCC Reg
it 5787-A% (paras. 7-10).

* ([ EC Prnce Cap Order. $ FCC Red at 6832 (para. 1™y

* LEC Price Cap Order. § FCC Red 3t 0827-3= (paras 1314)
" LEC Prnce Cap Order at o436 (paras. H)3--H)

For example. in the annual (W2 access anfl filing,
Ameritech calculated a sharing obligauon of 3181 mullion and
ceduced its rates on July 1. 1992 10 return (N3t amount 10
-aiepayers. Thus, Amentech’'s revenuss were 3oou: 3¢ mulion
ower n 1982 that they would have been without snaring dur-
ng ‘he second half ot (ne year. Ameritech reported .3 -aie of

-
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|4 By reducing tne range of earnings oermurted inder 7aton 0 ne Chief Counset for agvovacs ¥ ‘~e 32
Thoiness AJMINISIFANON 10 acCOrGaNce witn paragrap-

the DECKSIOP. nowever. add-back does -eguce tne efficiency
ncenuves, Moreover. o the exrenr 'nat :he sharing and
lower end adjusiments under price caps are 10t rerunds.
might be argued [hat the rate Of return metnOQOIOFy J>eC
0 gefine sharing obligations and lower formula adjust-
ments should be based upon the returns achieved under
the rates actually charged during the base vear.

5. Based upon our review of this ssue. we tentauvely
conciude that the add-back adjustment sheuld continue (©
be part of the rate of return calcutations of LECs subject 10
price caps. preceding their caiCuiations for purposes of the
backstop sharing and lower formuia adjusiments. We oro-
pose specific rule language n Appendix B t0 impilement
this tentative conciusion. We aiso request comments on
this tentanive conclusion and other mechamisms (0 deal
with the 1ssues we have discussed.

D. Credit for Below<Cap Rates

16. Use of add-beck would present at least one further
1ssue: whether a LEC that has set its rates helow the price
cap indexes during the base year should receive credit for
the amount berween 13 PCl and its APL or actual prices.
in calculating its sharing amounts. [n 2 sense. the LEC has
already passed through some rate reductions by pricing
helow the cap. Allowing credit for below-cap rates would
encourage carriers (0 chargs lower. delow-cap rates. Con-
versely. if the LEC's low earnings in one yesr are i1n part
the result of its own decision 10 set rates below the cap. the
rationale for sliowing an upward adjustment in the cap the
next vesr wouid seem (0 be less persuasive. Moreover. we
established the alternauve 4.3 percent productivity factor as
an opuon for LECs who are willing 10 make larger up-
front rate cuts 1n exchange for reduced sharing require-
ments. We did not specify other adjusiments (0 shanng
obligations. and deciined to adopt a plan that would have
automatically reduced sharing Dased upon the actual rates
set by the LEC.'* We request comment on whether LECs
should be given credu for below<cap rates 1n the price cap
nackstop mechanism and how such 3 credit weouid be
caiculated.

I11. PROCEDURAL MATTERS

LT Reguiatorv Flexibduy Act We certify that the Reguls-
torv Flexibtlity Act of 1980 Jdoes not apply to this rule
making proceeding because if the proposed rule amend-
ments are promuigated. there will not be a significant
economic impagct on a substantial number of small business
entities. a dJefined by Section 601(3) of the Regulatory
Fiexibility Act. Local exchange carriers subject 10 price cap
regulation. who Yould be affected by the proposed rule
amendments. generally are large corporations or affiliates
of such corporauions. The Secrewary shall sand a copy of
this Notice of Proposed Rule Making. inciuding the cer-

return for (992 3t 12.79 percent without add-back. An add-back
djustment of $9.1 miilion. along with the federal income tax
effect. would raise Ameritech’s rate of return 10 12.99 pereent.
This 0.2 percen: diffsrence in rate of return wouid generaie an
wgditional $3 million 1n sharing odligauon dunng the accem
year beginasngon July L. 199).

Conversely. Contel of the South. which had 3 low end
agjustment n (992 of 33 million. reporied 2 rawe of
return defore add-dack of 4.0} percent n 1982, Win

2 1 ay of the Reguiatory Flexidiiuy ac: Pup _ o
> ie Qe Stat. b= 3 USC. Section 60 ¢ seq . 95

3 Comment Daies: Pursuant {0 appiicaoie proceuures
set forth 1n Sections | 415 and | 419 of tne Commussion »
Rutes. <7 C.FR. Sections 1.415 and . 419 inreresied par-

es mav file comments on or before August 2. 1993 ana
-epiv comments on or before September . 1993 To file
‘srmaily (0 Mus proceeding. YOu Must file an oripnat and
‘our copies of all comments. repty comments. and >u0o0r-
1g comments. [f you want each Commussioner (o receive a
sersonal copy of vour comments. vou shouid file an origi-
~al plus nine copies. You shouid send comments ang reply
:omments 0 Office of the Secretarv. Federai Communica-
ions Commussion. Washington. D C. 20554 Comments
ang reply comments will be availabie for public inspecrion
during regular business hours in the FCC Referqnce Cen-
er. Room 230. 1919 M Street. N.W.. Wasnington. D C
10554 . .

19. Ex Parwe Rules - Yonr-Resirwcred Proceeding. This s a
non-restricted notice and comment rulemaking proceeding.
£x parte presentstions are permitted. except during tne
Sunshine A period. provided they are disciosed as
provided in—{ommusion Rules. See generaiiv 47 CFR.
Sections 1.1202, 1.1203. and 1.1206¢a).

For further information on this proceeding concact Dan
Grosh. Taniff Division. (202) 632-6387

FEDERAL COMMUNICATIONS COMMISSION

Willism F. Caton
Acting Secrewry

add-dack. ity adjusted 192 r3te of return would de # (S
percent. Use of the adjusted rate of ceturn 1n tne ow end
adjustment wouid permit 3n agdyionsl §! milion .n 0w
end djustment ior Contsl in (e forthcoming ccess -ear
13 LEC Pree Cap Order, S FCC Red at 6M)) (paras  3a-39)




rei32s Federat Communizations Commuission

APPEDIX 3
o Consider the company whose earn.ngs are as shown below,
which makes .ts refunds <=nrough a refund check each
Decefber 11
Year 1 Year 2 Year 13 Ye&r 4
Revenues 2,428 2,425 2,425 2,425
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 14.25 14.25 14.258 14.25
Refund 100 100 100 100
ROR with
Refund 13.25 13.29% 13.29 - 13.28
o Contrast this with the effect on this same company with
a sharing plan to implement the rafynds, but without an
add-back
Year 1 Year 2 Year 3 Year 4
Revenuas 2,428 2,328 2,17% 2,350
Expernses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 14.28 13.2% 13.7% 13.%0
Sharing :
to be re-
turned in
next year 100 50 7% 62.50

- This company shares less and reports a different
rate of return each year, even though its underly-
ing costs did not change

-] Contrast this result with the effect of including the

add-back

Year 1 Year 2 Year 13 Year 4
Revenues 2,428 2,328 2,328 2,328
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 14.25 13.28 13.23 13.28
Add-back 0 100 100 100
ROR wvith
Add-back 14.25 14.25 14.35 14.28
Sharing 100 100 100 100 ,

o Thus the company which includes the add-back in its rate
of return computation has the same rate of return and
returns the same amount of money to ratepayers as the
company which makes its refund by a check.
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consider the company whose oarninqs are as showvn below,
which receives (ts .owv-end adjustment through a check

each December 31

Year 1 Year 2 Year 3 Year 4
Revenues 1,925 1,928 1,928 1,928
Expenses 1,000 1,000 1,000 1,000
Rate Basa 10,000 10,000 10,000 10,000
ROR 9.28% 9.25 9.25 9.29
LowEnd Adj 100 100 100 100
ROR with .
Adj 10.28 10.28 10.25 10.29

Contrast this with the effect on this same company with
an exogenocus adjustment to implement the low end adjust-
ments, but without an add-back

-

Year 1 Year 2 Year 12 Year 4

Revenues 1,928 2,028 1,928 2,028
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 9.29% 10.25 9.28 10.28
Low End Adj

to be re-

gained in

next year 100 0 100 0

- This company receives less lov end adjustaent
and reports a different rate of return each year,
even though its underlying costs did not change

Contrast this result with the effect of including the
add-back

Year 1 Year 2 Year 3 Year ¢
Revenues 1,928 2,028 2,028 2,028
Expenses 1,000 1,000 1,000 1,000
Rate Base 10,000 10,000 10,000 10,000
ROR 9.2% 10.28 10.29 10.2%
Add-back 0 -100 -100 -100
ROR with
Add-back 9.2% 9.25 9.2% 9.2%
LowEnd Adj 100 100 100 100

Thus the company vhich includes the add-back in'.its rate
of return computation has the same rate of return and
receives the same amount of mcney as the company which
receives its low end adjustment in a check.

- " = - T - - hilel
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APPENDIX B

Proposed Rule Section

Part 61 of Titie «7 of the Code of Fecerai Reguiauons s
groposed to hbe amended as foilows: | The autnoruy
cuanon for Parr 61 continues to read as foilows:

AUTHORITY: Sec. 4. 48 Siat. 1066. as amended:. 47
US.C. 184, Interpres ar appiy sec. 203, 48 Stat. 1070: +7
CS.C. 203

2. Secuion 61.3(e) 15 revised bv adding the foilowing
prackered language: Section 6i.3 Definitions

(e) Base Period. The |2 month period ending six
months prior (0 the effective date of annual price cap
tarifls [Base vear or base period earmings shall not in-
clude amounts associated with exogenous adjustments to
the PCl for the sharing or lower formula adjustment
mechanisms |

L




